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Chairman Conaway, Ranking Member Peterson, and Members of the Committee, |
appreciate the opportunity to testify today concerning some important public policy
issues relating to central counterparty clearing. Specifically, my testimony will explain
why | support the provision of central bank account services and, if necessary,
emergency liquidity support — not solvency support — to clearinghouses.

| will briefly discuss the role that central banks have traditionally played both as
depositories and liquidity providers and make some observations regarding “time-
critical” liquidity in the modern financial system. Since | believe that clearinghouses are
uniquely dependent on the immediate availability of liquidity in situations where private
sector resources may prove to be inadequate, | believe that it is crucial for central banks
to be prepared to provide emergency liquidity assistance in such circumstances.

Central Bank Account Services and Lender of Last Resort Function
Central banks have long played a critical role in the financial system as depositories and

payment intermediaries.? Green and Todd (2001), for example, note that central banks
historically were chartered to perform two primary functions:

! The views expressed in this statement are solely those of the author and do not necessarily

reflect the views of the Federal Reserve Bank of Chicago, the Board of Governors of the Federal Reserve
System or any other person. This statement draws in significant part upon previous work with Robert T.
Cox, Christian A. Johnson, and David A. Marshall. The author is solely responsible for the current form of
the statement and any errors that may be present therein.

2 See, e.g., Johnson & Steigerwald (2008); Millard & Saporta (2005); Green & Todd (2001);
McAndrews & Roberds (1999)(examining the important role banks have historically played as payments
intermediaries).



One is to be an intermediary between the government and its lenders,
enabling the government to obtain credit by ensuring that implicit default
through inflation will occur only in genuine national emergencies. The other
is to serve broad public interests as the tfrustworthy and neutral apex of a
hierarchy of banks that, in turn, provide the nonbank public with accounts
used to settle financial, business, and personal payments by transfer of
balances. [Green & Todd (2001), p. 5 (emphasis added)]

They conclude that “[t]he role as the apex of the banking hierarchy puts the central bank
in a unique and distinguished position in the payments business.” [Green & Todd
(2001), p. 5 (emphasis added)] Reflecting that special position, central banks today play
a prominent role in large-value payment systems — including the provision of accounts
and related services necessary for those systems to function properly.

Central banks also play a critical role in the modern financial system as providers of
liquidity to the banking system. In particular, central banks today commonly play the role
of “lender of last resort.” This function involves the provision of emergency liquidity
assistance necessary to solvent, but illiquid, institutions that might fail without immediate
central bank assistance.’

The Development of “Time-Critical” Liquidity Dependence

These functions are not new — but the environment in which central banks provide both
account services and emergency liquidity assistance has changed profoundly over the
past several decades. As Marshall & Steigerwald (2013) note, “modern financial
markets are critically dependent on large-scale flows of intraday (within one day)
liquidity in payment, clearing, and settlement systems.” They call this phenomenon
“time-critical” liquidity:

[T]he processes for settling financial contracts, and related settlement-risk-
management operations, increasingly make use of time-critical liquidity to
address the problem of counterparty credit risk. Under conditions of time-
critical liquidity, a settlement payment, delivery of securities, or transfer of
collateral must be made at a particular location, in a particular currency (or
securities issue), and in a precise time frame measured not in days, but in
hours or even minutes. [Marshall & Steigerwald (2013), p. 30]

The authors conclude that this phenomenon is the cumulative result of public and
private sector efforts to mitigate credit risk in financial markets over the past several
decades, including;

3 There is an extensive literature on the lender of last resort function, which we do not attempt to

summarize herein. See, e.g., Freixas, Parigi & Rochet (2003); Freixas, Giannini, Hoggarth and Soussa
(2000); Oganesyan (2013).



e the proliferation of real-time gross settlement (RTGS) (such as Fedwire,® which
is operated by the Federal Reserve Banks);

e the implementation of delivery-versus-payment (DvP) systems for securities and
analogous payment-versus-payment (PvP) systems for foreign exchange to
mitigate settlement risks; and

e the increasing use of collateral to mitigate counterparty credit risk in its various
forms, both in payment systems and financial market clearing arrangements,
such as central counterparties. [Marshall & Steigerwald (2013), p. 31)]

Central counterparty clearinghouses are particularly vulnerable to liquidity risk in
connection with the daily (and sometimes intraday) process of receiving and making
mark-to-market settlements (or variation margin) with clearing members on a timely
basis. [Peirce (2016), p. 622] These settlements are necessary in order to mitigate
credit risk and are essential to the operation of a CCP. Peirce (2016) notes, for
example, that “CCPs function by making and receiving payments according to a strict
timeline” and that, above all else, “[a]dherence to a strict timeline of payments is
important to keep the system working.” In addition, “during a crisis, CCPs likely would
face significant liquidity strains” in connection with the daily exchange of variation
settlements. [Peirce (2016), p. 622] While these strains maybe severe under such
conditions, there is no reason why they must lead to disaster.

Support for Liquidity, Not Solvency

The liquidity stresses that a CCP may experience in connection with the time-critical
exchange of settlement payments do not necessarily imply that the CCP is insolvent or
likely to become insolvent. CCPs, unlike banks, have extraordinary default management
and recovery powers to manage the consequences of a member default. [Cox &
Steigerwald (2017), p. 13] The solvency of a CCP is not automatically called into
question as a result of its default management and recovery efforts.

However, the CCP’s private sector liquidity arrangements may become unreliable as a
result of severe market stress precisely when the immediate provision of immediate
liquidity is essential. Accordingly, Marshall & Steigerwald (2013) conclude that “[i]f
private liquidity provision may be inadequate in certain extreme conditions, it may be
useful to create a framework in which central bank liquidity can act as a backstop.” [p.
32].

If the financial resources that clearinghouses depend on for default management and
recovery purposes are held at the central bank, as | believe should be allowed, those
resources will be immediately available when needed, without impairment as a result of
the crisis. This, in turn, may facilitate the provision of emergency liquidity support by the
central bank.



Conclusion

This is only a brief description of the consequences of time critical liquidity for the
financial system. Nevertheless, for the reasons suggested herein, | believe that the
provision of central bank account services and emergency liquidity support — not
solvency support — to financial market infrastructures such as CCPs is warranted.
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